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might prefer that firms swap out debt instruments, reduce deposits, or issue additional capital to maintain
balance sheet strength, firms (as we describe later) would be more inclined to accept higher leverage as
demands for industry earnings accelerate.

For agencies to require a Category Il or III firm to add debt onto its balance sheet is inconsistent
with promoting financial stability. Table 1in the Federal Reserve Bank of Kansas City’s “Bank Capital
Analysis Semiannual Update” shows, for example, that the largest regional banks are systematically
better capitalized than the GSIBs they would be required to mimic.* The supplementary leverage ratio for
US GSIBs was 5.76 percent as of year-end 2021, whereas for the non-GSIB organizations over $100 billion
the ratio was 7.48 percent. Requiring the regional banks to mimic the GSIBs and fund themselves with
TLAC rule long-term debt could create an incentive for them to rely less on equity funding, with the result
being an increase in their vulnerability to financial shocks.

Looking ahead, when an economic recession occurs and bank earnings are insufficient to make
debt payments, regulators will face the prospect of having to allow the transfer of scarce earnings from
the bank to the parent firm to avoid default. Unlike with dividends, there can be no unilateral suspension
of debt interest payments. This outcome would be in stark contrast to the notion of the holding company
being a source of strength to the insured bank. The irony of such a result should not be lost on
policymakers. Rather than encouraging regional banks to add leverage, the financial system could be
served better by requiring the GSIBs to increase equity and moderate their leverage.

We emphasize that the application of a TLAC rule to Category II and Il banks would offer no
assurance that the amount of debt the agencies require of these banking firms would prove sufficient to
avoid failure, avoid financial panic, or indicate a more resilient industry. There is no certainty regarding
how much long-term debt is enough to both absorb losses after equity is extinguished and adequately
recapitalize the operating subsidiaries. Once losses absorb the subordinated debt, the FDIC or Treasury
would find it necessary to provide for any capital shortfall in the subsidiaries. Finally, touting the ability of
long-term debt under TLAC rule to reduce losses that would otherwise fall to the FDIC fund is misleading,
given that a comparable amount of equity capital would also absorb these losses.

Finally, to appreciate the potential adverse effects of a TLAC rule, it is useful to look at the history
of trust-preferred securities (TruPS).* Before the Global Financial Crisis, regulators permitted firms to
issue these instruments at the holding company and to include them as part of the firms’ capital. Although
TruPS are essentially long-term debt instruments, it was argued that they would be available to help
absorb losses in a crisis, relieving the firms from having to hold equity. As the crisis unfolded, the
weaknesses of TruPS revealed themselves as banking firms moved cash from the operating banks to the
holding company to avoid default. TruPS placed significant pressures on insured banks to continue
making large debt-service payments, which most certainly exacerbated losses to the banking system. As it
turns out, Congress wisely eliminated the use of these instruments as part of industry capital when it
passed Dodd-Frank.

3. Sabrina Pellerin, Bank Capital Analysis Semiannual Update: A Horizontal Comparison of Capital Adequacy (Kansas City, MO:
Federal Reserve Bank of Kansas City, 2021).

4. Larry Cordell, Michael Hopkins, and Yilin Huang, “The Trust Preferred CDO Market: From Start to (Expected) Finish” (Working
Paper No. 11-22, Federal Reserve Bank of Philadelphia, Philadelphia, PA, June 201).
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A 15 percent leverage ratio has sometimes been offered as a regulatory minimum.” We show in our
answer to question 2 that many bank holding companies already meet this minimum threshold. However,
the question remains whether the costs outweigh the benefits of meeting this threshold. Next, we
summarize an approach, starting with analyzing costs and benefits, to answer this question on the basis of
previously published research that finds that the benefits generally outweigh the costs.”

To illustrate the benefits and costs, we use a baseline estimate of the benefits based on empirically
supported and conservative assumptions about the benefits while making the highest-cost assumptions.
The assumed benefits arise from more capitalized banks having a lower likelihood of experiencing
default, which lowers the likelihood of the damage of banking crises.”* The assumed costs arise from the
fact that equity funding is assumed to be more expensive than debt, such that banks funded with more
equity might pass along their higher funding costs to borrowing customers.”

Figure 1 depicts the marginal benefits under the baseline case motivated by reasonable assumption
against the marginal costs under the highest-cost case. The figure shows that the benefits of going to 15
percent exceed the costs, with the optimal rate equal to 19 percent.!®

12. For instance, the Terminating Bailouts for Taxpayer Fairness Act of 2013, or Brown-Vitter Bill, proposed having holding
companies issue at least 15 percent equity to total assets. S. 798, 113th Cong. (2013).

13. James R. Barth and Stephen Matteo Miller, “Benefits and Costs of a Higher Bank ‘Leverage Ratio,” Journal of Financial Stability
38 (2018): 37-52. For a brief summary, see James R. Barth and Stephen Matteo Miller, *Yes, the Benefits of a Higher Leverage
Ratio Can Exceed the Costs” (Mercatus on Policy, Mercatus Center at George Mason University, Arlington, VA, April 2018).

14. Our estimates are obtained using a formula that computes a weighted average of the marginal benefits of a higher leverage
ratio being able to reduce the probability of a banking crisis, multiplied by the cost of a crisis in terms of lost GDP:
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In figure 1, the discount rate is 5 percent, the cost of a crisis is 10.3 percent, and the slope of the curve reflecting the inverse
relationship between the probability of a banking crisis and increasing the leverage ratio is estimated from a multivariate
probit regression.

15. The formula our estimates derive from computes the marginal costs of a higher leverage ratio arising from increasing the
funding costs for borrowers and the loss of GDP:

a-o [Fraction of Corporate Funding from Debt] [ 1 ] [ AWACC

a—1 Firm Cost of Capital Discount Ratel |ALeverage Ratio

Assuming that the leverage ratio increases from 4 percent to 15 percent; that a, capital’s share of income equals 0.4; that o, the
elasticity of substitution between capital and labor equals 0.5; that the fraction of all corporate funding from debt equals 37
percent; and that the discount rate equals 5 percent; the firm’s cost of capital equals 11 percent, using the previous formula. The
loss of GDP is calculated as follows: (0.4 % 0.5) + (0.4 — 1.0) x (0.37 + 0.11) x (1.00 + 0.05) x 0.0099 = —22.2 percent.

16. For other assumption-based cases, see Barth and Miller, “"Benefits and Costs of a Higher Bank ‘Leverage Ratio.”
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